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EDITORIAL
Years ago financial writers adopted a
plan of comparison of the earning state
ments of corporations, not only for
fiscal years but for sections (chiefly quarters) of the years. It be
came a common practice to extract from the financial statements
figures which would indicate the gross earnings from all sources,
the operating earnings, the expenses and the net results for periods
of three months, which were compared with similar figures for the
corresponding three months of the preceding year. In time the
public came to look for this sort of comparison and many an in
vestor who had in mind the purchase or sale of securities was
largely benefited by these comparative quarterly computations.
There can be no doubt whatever that statements of this kind,
when properly produced, offer an excellent means, but not neces
sarily the only means, of finding out the condition of a corpora
tion. It is not always safe to assume that circumstances in
corresponding periods are the same, and consequently a fluctua
tion in earnings may not be indicative of cause. For example, in
one year there may be extraordinary occurrences which will lead
to abnormal demand or to a total cessation of demand. To com
pare a normal year with the figures of such an abnormal period
would be quite misleading. But on the other hand the compara
tive statement is, as a rule, a handy and rather good guide to
financial standing. The New York stock exchange some time
ago began to encourage the publication of quarterly statements of
earnings, and a considerable number of the corporations whose
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securities are listed on the exchange responded readily. Most of
the important and many of the smaller companies have made it a
permanent part of their policy to issue quarterly statements, and
their doing so has been an inestimable factor in maintaining
confidence in the frankness of those corporations. It is possible,
of course, to cover up many things under the cloak of publicity,
but most of the statements which are issued are true, and conse
quently the public has been kept advised far more comprehen
sively than it was in the past of the changes and the general
condition of the companies in whose securities there is public
investment.
Quite recently the president of the New
York stock exchange addressed a letter
to a number of corporations urging a
general adoption of the practice of
quarterly statements. In the course of that letter occurs a
paragraph which raises a question that has been much discussed
in the private deliberations of executive officers and directors.
Mr. Whitney says:

Stock Exchange Calls
for Comparative
Statements

“We find that the most usual objection to quarterly reports is
based upon the seasonal nature of the business. While we be
lieve that this can readily be overcome by the publication of
comparative statements with previous years and such explanatory
matter as may be necessary, nevertheless we are willing, where
circumstances indicate the advisability, to substitute publication
each quarter of the reports for the twelve months ending on the
last day of the quarter. This seems to iron out all seasonal
difficulties, and without a starting point for one particular quarter
it is impossible to tell what the earnings for any given quarter may
be. Such statements, however, when compared with the last
quarterly statement of the same nature, do show the exact amount
by which the most recent quarter is better or worse than the
corresponding quarter of the preceding year.”
The suggestion that statements be prepared for twelve months
on the last day of each quarter certainly meets the criticism to
which the paragraph quoted refers; but it does not seem probable
to us that it will meet with cordial response from corporations,
because it would involve more labor than the preparation of
quarterly statements at the end of each quarter. Possibly this
may have been in the mind of the president of the stock exchange
and he may have put forward the scheme with the thought of
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meeting objections, not with any serious belief that many would
adopt it. The great point to be observed is that the stock ex
change is encouraging increasing candor on the part of its listed
corporations. There must be a wide departure from past prac
tice in order to meet the just demands of the investing public, and
what the stock exchange is doing to help should bear substantial
fruit. Accountants who advocate the publication of quarterly
statements may perhaps be accused of self-interest, but surely no
such accusation can be laid at the door of the New York stock
exchange or any other organization of similar nature. The public
now demands information, and everything which can bring about
more comprehensive statements should receive hearty support.
In considering the conditions recently revealed in England we
have been moved to express a modicum of gratification because
practice here is better handled than it is there, but that is not to
say that we are perfect yet. American custom has a little refor
mation to undertake—and there is evidence that it will be
undertaken.
On December 15th newspapers con
tained a dispatch by the Associated
Press from Wilmington, Delaware, to
the effect that the stockholders of Warner Bros. Pictures, Inc.,
at their meeting on December 14th, approved the proposal of a
five dollar stated value for the corporation’s common stock.
The dispatch adds, “Approval of this proposal gives the corpora
tion a surplus of about sixty million dollars compared to the
present earned surplus of $225,000. Officers of the company
urged favorable action stating that the common stock had never
had a stated value and that all cash ever received by the concern
for its stock was considered solely as capital.” It has long been
the contention of many students of finance that the Delaware
statutes permitting incorporation are far too elastic to be safe.
It has been alleged and not contradicted that under the Delaware
law it is permissible to regard practically the entire amount paid
for stock as capital available for dividends. It is a little aston
ishing, therefore, to find that Warner Bros. Pictures, Inc.,
had been embarrassed by the lack of a stated value for its stock.
It can not have been any legal obstacle which confronted the
directors, but rather a question of sound business principles.
Apparently the directors felt that in the absence of a stated value
83

The Flight to
Stated Value

The Journal of Accountancy

there was constant danger of diverting for dividend purposes
what was not justly entitled to such treatment and could not be
distributed without impairing the capital structure of the com
pany. It appears that in the case of a well managed company
the Delaware statutes may be innocuous. At any rate, it is
interesting to find that a company of magnitude and importance
feels the necessity for a stated value of its stock. The figures
given in the press dispatch show a vast difference between the
earned surplus and the fixed capital under the two different forms
of capitalization. The first impression one would gain from con
sideration of the figures is that the stated value suggested by
the directors and approved by the stockholders is far too low, if
everything above that stated value is to be regarded as a source
of dividends. Like all popular movements the trend toward
stock without par value became almost an obsession with cor
porate directors and it naturally went to extremes. Now in the
back-water of depression there is time to look about and see
which way the current really runs most effectively; and it would
not be astonishing to find that there would develop a reverse
trend toward capital stock with a fixed par value. The truth of
the matter is, of course, that there is merit in both forms of organi
zation and each company should feel itself free to adopt the
form most suited to the development of its activities and the
effective handling of its finances. The action of Warner Bros.
Pictures, Inc., is not the first of its kind but it is of great impor
tance because of the size of the corporation and the widespread
distribution of its stock.

We have received a letter commenting
upon an editorial note which appeared
in The Journal of Accountancy for
December, 1931, relative to the distribution of practice among
accounting firms. Our correspondent says:
“It seems to me that this title is too comprehensive. What
the editorial deals with is the distribution of practice only in so far
as it relates to corporations whose securities are listed on the New
York stock exchange. This, it seems to me, is a thing quite differ
ent from the distribution of accountancy practice in general.
There is, I think, cause for gratification among accountants
everywhere that so large a percentage of the listed companies
are now audited. A few years ago the situation was far other
wise. It may be, as you suggest, that the concentration of these
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particular audits in the hands of a relatively small number of
firms is unhealthy. I would certainly agree with you if, say, all
of this work were concentrated in the hands of one firm. Whether
102 firms is too small a number is, I believe, open to debate.
Any way, isn’t it one of those matters in which the public has a
deciding voice? For illustration, there are many fire-insurance
companies throughout the country, but the bulk of the business
is done by a comparatively small group. Then again, there are
some thousands of lawyers in New York, and yet the legal work in
connection with the issuance of corporate securities is confined
almost entirely to about half a dozen firms. I have no idea how
many corporations throughout the country have their accounts
audited, but the number must run into large figures. If a distri
bution of this total could be computed, the results would be much
more significant and would certainly show that the larger firms
do not have such an undue proportion of the business as might
be inferred from the stock-exchange total.”
The criticism contained in this letter is justified. The editorial
note did fall short in that it failed to point out the narrow applica
tion of the comparative figures. There was no intention to
infer that the conditions revealed in the list of securities listed
on the stock exchange should be regarded as an index to the
entire practice of the country. As a matter of fact, there is a
great deal more practice numerically among unlisted companies,
firms and personal enterprises than there is in the corporations
whose securities are on the list of the New York stock exchange
or of all stock exchanges. The question of the relative value to
the practitioner of the listed corporation audits and those of con
cerns which are unlisted can not be answered with anything ap
proaching assurance. No one can possibly tell with even a fair
degree of accuracy. There is, however, no doubt at all that
accountants have more clients who are not directly interested in
stock-exchange listings than they have among the listed com
panies. Probably it is true, as our correspondent points out,
that the public is the deciding factor. What we were attempting
to argue was that it would be healthier if there could be a wider
distribution of accounting for the listed companies and also
throughout the country. The notion may be idealistic, but
there will always be many accountants who will feel that
there should be an absolutely equitable distribution—and it
should be added, of course, that there are lawyers, doctors,
architects and a host of others who cherish the same Utopian
dream.
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The conditions existing in the business
world today constitute an attack on
the citadel of custom, and we are wit
nessing reversal of sentiment and changes of policy which would
have been regarded as very remotely possible only a few years
ago. During the first year of the descent men clung to the old
traditions and displayed a pride in slogans like, “Business as
Usual,” “Wages Maintained,” “Production Continued” and a
dozen others. No one could foresee the protracted nature of
the depression and there seemed to be no justification for a de
parture from established precedent. Then came the second year
and there was a willingness to admit hard times, but still tradi
tion prevailed and we heard a great deal about the virtues of high
wages and keeping the machinery running, although much of this
expressed sentiment was merely whistling past the graveyard.
Employers of labor were compelled to cut the rates of pay even
while they were ostensibly glorifying the old wage scales. Then
we came into the third and, let us all hope, the last stage of the
transition from boom to normal conditions, and it is in this last
stage through which the world is now passing that the attack
upon the strongholds of policy has become effective. The capit
ulation is taking place. We are hearing less about a return to
the so-called good times of ’28 and ’29 and more about the true
level of business in times of steady, moderately profitable and
growing activity. We are not far above the plane of the years
immediately preceding the war. Prices of commodities are
lower than they ever have been in the memory of any living man.
Transportation and other factors in distribution have slipped
back into a state only slightly better than that which existed in
1913. Some of the elements in the cost of living are not yet
adjusted as they must be. The great exception, of course, is in
the rents for dwellings, particularly in and about the great cities.
Fuel, too, is far above the cost in the ante-bellum days; but food,
clothing and many of the incidentals are back where they were.
Other Times, Other
Customs

Now one of the extraordinary features
of the present condition is that while
prices are approximately normal, the
market values of securities are nearing the neighborhood of their
position before the war and the actual volume of business trans
acted is really fairly satisfactory, the convulsion which is taking
86
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place, in men’s minds chiefly and to some extent, of course, in
their manners, is creating an apparent necessity to depart from
the customs of a generation. As an illustration of this extraor
dinary phenomenon let us consider two or three recent evidences
of a willingness to adopt new methods to meet new problems.
Probably the greatest factor in the financial distress is the falling
value of gilt-edged securities. Bonds which are as good as any
thing can be in this world are being sold, because of the need to
realize, at prices which are out of all proportion to their intrinsic
values; and like a great snow-ball this tendency grows as it
travels. Consequently the asset values held by banks, insur
ance companies, fiduciaries and other great investors have so
declined that there is an appearance of something like insolvency
when as a matter of fact there actually is financial health. As a
result we find the clearing house, the banking departments, the
insurance commissions and similar authority openly advocating
a method of valuation which would have been considered radical
and even dangerous a year ago. The old principle that assets
should be valued at cost or at current market prices, whichever
were lower, if followed today would indicate in many cases an
excess of liabilities over assets. In other words, if the securities
now held had to be sold at current market quotations the loss
would be disastrous. In all normal times the doctrine of cost-ormarket, as it is called, seems to be sound, even if it be not absolutely
logical. But when a market ceases to exist it is rather difficult
to compute the difference between cost and market value.
It has always been the steadfast belief
of the accounting profession, with a few
exceptions, that the adoption of the
principle of cost-or-market was desirable and that it certainly
tended toward conservative estimates of condition. Today,
however, there seems to be no bottom to the market and securities
of the highest class are changing hands at prices which would be
ridiculous if they were not so tragic. In the circumstances,
therefore, there seems to be every reason to approve the action of
various authoritative commissions and organizations in sanction
ing a scheme of valuation based upon neither cost nor market
but rather upon an arbitrarily fixed deduction from cost. For
example, if a long term, first-mortgage bond supported by prop
erty of undoubted worth, and yielding, let us say, five per cent.
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at par, is now selling at fifty there can be no common sense in
insisting that where no liquidation is necessary the asset value
should be reduced to fifty. As a matter of fact, in such a case as
that which we are considering the bond will be held in all prob
ability until maturity and will be paid in full. There might be
some justification for carrying such a bond in the balance-sheet
at par on the theory that in the long run the par value will be
received, but it is always well to take into account the possibility
of liquidation. Consequently there should be a reduction in the
estimate of actual value which would reflect to some extent the
existing conditions. At what point valuation should be fixed is,
of course, purely a matter of opinion, but it is clearly out of the
question to allow each holder of securities to adopt its own theory
of valuation—we are speaking now of supervised institutions—
and accordingly there must be an arbitrary percentage of cost or
par to be deducted in the published statement of assets. The
figure which has been mentioned more than any other is twentyfive per cent. If that is to be the prevailing basis, the bond which
we have been discussing would be shown on the balance-sheet of
the holder at seventy-five. In other words, a mean between
market and cost is chosen. As a matter of fact, the present
market prices of a group of bonds representing all reasonably good
securities would probably produce about fifty per cent. of the
par value, and if the twenty-five per cent. reduction is followed the
result will be a fair compromise between a terrified market and a
sane value.

If this policy is carried out, as it prob
ably will be, we shall doubtless hear a
great deal about the total fallacy of the
cost-or-market theory. Those who do not believe in that theory
will be inclined to regard the action taken as a demonstration
of the correctness of their opinion and, of course, they will be justi
fied in such a contention, at least on the surface; but the great
point to be remembered is this, that in times of crisis many things
may be done, and wisely done, which in other times would be
extremely unwise. The history of business and finance has
shown that over a period of years, taking into consideration all
common factors, the safest and best method of valuing assets is
under this same theory of “cost or market whichever is lower.”
When the present crisis shall have passed we shall revert to our
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ordinary manner of life, and then, when we want to know what
we have and what it is worth, we shall go back to the old and
generally accepted theory. When the troops go out to war they
leave behind them the common vocations of life, but when the
war is over they lay down uniform and arms and, we trust, hate,
and they take up the march of calm steady progress. What was
done in war is not required in peace. So in this warfare between
sense and fear, in which fear is the arch enemy, we are obliged to
do some things not in harmony with what we believe to be sane
procedure. The measures for avoidance of disaster will not be
required when disaster ceases to threaten. Today it is well, no
doubt, to adopt the plan which will meet the emergency, but that
should not be regarded as any reason or justification for extraor
dinary measures after the danger is past. There will be a great
deal of discussion among accountants, economists, engineers and
business men generally about this new policy of an arbitrary valu
ation of assets. No one will care to be recorded as an advocate
of any particular percentage in reduction of values. If twentyfive per cent. is to be accepted there will be plenty of argument to
prove that twenty or thirty or some other percentage would have
been infinitely better. Those who will argue will, no doubt,
derive a great deal of comfort from the exercise, but the fact re
mains that where such an extraordinary policy is to be adopted
there must be an arbitrary decision and if it be not the best it
will be at least effective. And if it will prevent an appearance of
bankruptcy where none exists, it is to be welcomed, whether it be
in accordance with the tenets of the financial creed or not.

Without intention to reopen discussion
Secret Reserves Always
upon the Royal Mail case, which led to
Deceptive
the conviction of Lord Kylsant, it seems
desirable to return to the subject for a moment to point out a
most excellent summary of the conditions which brought about
the conviction and a condemnation of the procedure which made
such conditions possible. Judges, counsel and a host of writers
and speakers have been explaining exactly what each one felt to
be the nature of the deception in the prospectus of the Royal Mail
Company, which was the basis of the action in which the crown
won against the shipowner. It remains for an accountant to
express the matter in a most terse and incisive way. At a meet
ing in the guild hall at Hull, England, Henry Morgan, president
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of the Society of Incorporated Accountants and Auditors, referred
to the Royal Mail case at some length. In the course of his
remarks he used the following expression, which seems to us to
sum up the whole matter:
“ It should be borne in mind that a secret reserve can arise only
through an understatement of profit, and in no other way, and it
can not be denied that balance-sheets or profit-and-loss accounts
which are affected by secret reserves are untrue to the extent of
such reserves.”
Columns of newspaper space and hours of oratory could not be
more definite nor more accurate. The Economist, of London,
commenting upon Mr. Morgan’s statement says,
“The question of disclosure is so fundamental for investors that
Mr. Morgan’s forthright contribution must be regarded as a pub
lic service, calculated to stimulate active discussion of a matter
which can not be left in its present unsatisfactory state.”

The Economist is a weekly paper which has never been accused of
radicalism. When so influential an organ cries out for reform
the prospects brighten.

“Thousands in
Commissions ”

A recent circular letter emanating from
a firm of brokers in New York contains
the following statement:

“We are happy to state that we have been able to pay many thousands of
dollars in commissions to accountants who have referred issues to us and we
hope this may be the means of establishing a profitable business relationship
with you.”

This statement is distressing in many ways. In the first place it
is evidence of a lack of understanding of the professional integrity
of accountancy. It shows that the firm from which the letter
comes does not know that no reputable accountant can or would
accept a commission of that sort. In the second place the state
ment, if true, reveals a depravity which we had not suspected.
Everyone knows that there are in every profession a few men who
are lost to a sense of decency and to whom the appeal of the dollar
is irresistible, but we stand aghast to learn that many thousands
of dollars in commissions have been paid to accountants. The
allegation conveys the impression that these dollars have been
widely distributed, but, of course, it might be true that the many
thousands had been paid to merely two culprits. In the third
place if this letter should fall into the hands of the clients of ac
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countants and if it should be believed by the recipients, what a
blow would be struck to the standing of the profession. Let us
imagine, if we can, a client who learns that his accountant or his
lawyer or any other professional advisor is accepting commissions
for diverting business of any kind to persons who would pay com
missions. There is no reason in the world why a firm of brokers
or any one else, if it be compatible with the code of ethics, should
not employ solicitors to go out and find business and bring it in,
provided the solicitor is that and nothing more; but when a pro
fessional man is engaged to render a professional service and takes
advantage of that relationship to throw business to another em
ployer—for that is what the payer of commissions becomes—it
is difficult to find words to describe such a person. It might be
interesting to ask the authors of letters of this kind—and there
are many of them—to specify. In other words they should give
us the names if we are to believe that accountants are accepting
thousands of dollars or even a few cents in commissions. General
condemnation of a profession such as is conveyed in the paragraph
we have quoted is grossly unjust and contemptible.

A correspondent who, like most other
people, has been confused and distressed
by the political gymnastics of congress
men of both parties, writes to suggest a way out of all our diffi
culties. He says that it would be a good plan to allow congress
five days a week to speak for the record and one day a week to
take action. All the remarks of the five days might be made for
the benefit of the constituencies and the action of the one day be
taken for the benefit of the country. The five days should be
public days and the one day secret. Carrying this suggestion a
little further it might be possible to accomplish something really
helpful. For instance, if the subject of international debt settle
ment were brought up on the floor of the house or the senate
every orator and politician might find an opportunity to wave the
flag, damn all mankind beyond the borders of America and insist
vehemently that the uttermost farthing of principal and the last
sou of interest be paid at once. This would have a wonderful
effect upon the constituencies and the people who sent these men
to congress would be convinced that they had done a good job,
that they had selected men who would not be led astray by the
insidious blandishments of foreign emissaries. Every one would
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be happy and even the two or three men who might have courage
enough to speak their minds on the public days would not be
greatly despised, because their efforts would be futile. Then on
the sixth day there should be a secret session and a secret ballot.
Suppose that some one should suggest the wiping out of all inter
national indebtedness except the private loans, and a bill should
be introduced authorizing such cancellation. Most of the men
in congress have had enough experience to know something of
business. Their public utterances should not be regarded as
truly representative of their mentality or knowledge. It might
seem to these men that the cause of business, commerce and
prosperity would be best served by making the most of necessity
and frankly forgiving the debts. Nearly every one knows that
many of these debts can never be collected—then why not make a
virtue of the inevitable? Now on the sixth day if such a problem
were presented and some scheme of absolute secrecy could be
devised so that each congressman or senator could drop a ballot
without any possibility of identification, it might be conducive to
honesty; and perhaps these men thinking of the country, rather
than of the folk back home, would vote as they in their own hearts
believed they should vote. In such circumstances it might be
found that many a bill which today has no hope whatever would
pass by substantial majority and that many a bad bill which is
required by the pusillanimity of political ambition would fail to
pass. There is a great deal to be said for such a proposal as this.
It is not quite fair to members of congress and senators to have
their official utterances regarded as the expression of their real
thought. There are many other questions besides those of a
fiscal character which would be enormously assisted toward
solution if there could be anonymous voting. It has even been
suggested that some of the most commonly discussed matters of
legislative enactment would never have reached the statute
books if it had not been for the gallery.

92

